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Chapter  7 

Small  Business  Deduction 


1.  Introduction 

INTERPRETATION  BULLETIN  IT-  73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 

Summary 

This  bulletin  deals  with  the  rules  concerning  the  small  business  deduction  that  may  be 
claimed  by  a  Canadian-controlled  private  corporation  (CCPC)  in  respect  of  its  income  from 
carrying  on  an  active  business  in  Canada.  Active  business  carried  on  by  a  CCPC  in  Canada  does 
not  include  a  “specified  investment  business”  or  a  “personal  services  business.”  These  two  types 
of  businesses  are  defined  and  discussed  in  this  bulletin.  In  addition,  details  of  the  components  of 
the  calculation  of  the  small  business  deduction  are  provided. 

Section  125  of  the  Income  Tax  Act  provides  for  a  corporate  tax  reduction  (commonly 
referred  to  as  “the  small  business  deduction”)  in  respect  of  income  of  a  CCPC  from  an  active 
business  carried  on  by  it  in  Canada.  The  small  business  deduction  is  provided  by  way  of  an 
annual  tax  credit  which  is  calculated  as  16  percent  of  the  least  of  the  corporation’s: 

(a)  active  business  income  for  the  year; 

(b)  taxable  income  for  the  year  (subject  to  certain  adjustments);  and 

(c)  business  limit  for  the  year  (which  is  generally  $200,000). 

The  corporation  must  be  a  CCPC  throughout  the  year  to  qualify  for  the  small  business 
deduction  for  that  year. 

The  special  low  rate  of  tax  provided  by  the  small  business  deduction  recognizes  the 
special  financing  difficulties  and  higher  cost  of  capital  faced  by  small  businesses  and  is  intended 
to  provide  these  corporations  with  more  after-tax  income  for  reinvestment  and  expansion.  As  the 
small  business  deduction  is  intended  to  benefit  only  small  corporations,  a  large  corporation’s 
access  to  the  deduction  is  restricted  on  the  basis  of  its  taxable  capital  employed  in  Canada. 

*  *  * 
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4.  Active  Business  Income  or  Loss 


(1)  Introduction 

INTERPRETATION  BULLETIN  IT-  73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 


4.  “Income  of  the  corporation  for  the  year  from  an  active  business,”  as  defined  in 
subsection  125(7),  means  the  corporation’s  income  for  the  year  from  an  active  business  carried 
on  by  it,  including  any  income  for  the  year  pertaining  to  or  incident  to  that  business,  as  well  as 
amounts  received  from  a  “NISA  Fund  No.  2,”  that  are  included  under  subsection  12(10.2)  in 
computing  the  corporation’s  income  for  the  year.  “NISA  Fund  No.  2,”  as  defined  in  subsection 
248(1),  means  the  part  of  a  taxpayer’s  net  income  stabilization  account  described  in  paragraph 
8(2)(b)  of  the  Farm  Income  Protection  Act.  However,  it  does  not  include  any  income  from  a 
source  in  Canada  that  is  property,  as  set  out  in  . . .  subsection  129(4). 


(2)  Active  Business  Carried  on  by  Corporation 

(a)  Introduction 

INTERPRETATION  BULLETIN  IT-  73R5,  “The  Small  Business  Deduction”  (February  5, 
1997). 


3.  The  term  “active  business  carried  on  by  a  corporation”  is  defined  in  subsection  125(7) 
as  any  business  carried  on  by  a  corporation  other  than  a  “specified  investment  business”  (see  1 1 
below)  and  a  “personal  services  business”  (see  1 8  below)  and  includes  an  adventure  or  concern 
in  the  nature  of  trade  (see  the  current  version  of  IT-459,  Adventure  or  Concern  in  the  Nature  of 
Trade). 


*  *  * 


8.  If  a  corporation  is  incorporated  to  earn  income  by  doing  business,  there  is  a  general 
presumption  that  profits  arising  from  its  activities  are  derived  from  a  business  (or  from  separate 
businesses  as  discussed  in  the  current  version  of  IT-206,  Separate  Businesses).  Thus,  from  the 
time  that  the  activities  contemplated  commence  (see  the  current  version  of  IT-364, 
Commencement  of  Business  Operations)  until  they  permanently  cease,  most  corporations  carry 
on  or  will  have  carried  on  one  or  more  businesses.  However,  in  some  circumstances,  a 
corporation’s  entire  profits  can  be  characterized  as  income  from  property,  as  might  be  the  case 
where  the  corporation  is  formed  for  the  sole  purpose  of  holding  shares  of  a  second  corporation  or 
holding  a  property  to  be  rented  with  limited  landlord  responsibilities.  It  is,  of  course,  quite 
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Chapter  9 

Manufacturing  and  Processing  Profits  Deduction 


1.  Introduction 

INTERPRETATION  BULLETIN  IT-145R,  “Canadian  Manufacturing  and  Processing 
Profits  -  Reduced  Rate  of  Corporate  Tax”  (August  2000). 


Summary 

Section  125.1  of  the  Income  Tax  Act  provides  for  the  taxation  of  corporations  at  a  reduced 
rate  on  their  “Canadian  manufacturing  and  processing  profits”  for  1973  and  subsequent  taxation 
years.  Many  comments  in  this  bulletin  concerning  the  reduced  rate  of  corporate  tax  will  also 
apply  to  accelerated  write-off  of  manufacturing  machinery  and  equipment  under  class  29  of 
Schedule  II  of  the  Regulations.  Thus  this  bulletin  should  be  read  in  conjunction  with  IT-147R 
entitled  “Capital  Cost  Allowances  —  Accelerated  Write-Off  of  Manufacturing  and  Processing 
Machinery  and  Equipment”. 


2.  Eligibility 

(1)  Manufacturing  and  Processing 

INTERPRETATION  BULLETIN  IT-145R,  “Canadian  Manufacturing  and  Processing 
Profits  -  Reduced  Rate  of  Corporate  Tax”  (August  2000). 

*  *  * 

Meaning  of  “ Manufacturing  or  Processing ” 

3.  The  term  “manufacturing  or  processing”  is  not  defined  in  section  125.1  except  for  the 
stipulation  that  it  does  not  include  farming,  fishing,  logging,  construction,  certain  resource 
activities  set  out  in  [paragraphs  (a)  to  (k)  of  the  definition  of  “manufacturing  and  processing”  in 
subsection  125.1(3)]  and  activities  where  the  10  per  cent  de  minimis  rule  in  [paragraphs  (1)  of  the 
definition  of  “manufacturing  and  processing”  in  subsection  125.1(3)]  is  not  met.  Consequently, 
the  ordinary  and  everyday  meaning  of  the  terms  “manufacture”  and  “process”  must  be  looked  to 
for  a  definition.  The  terms  “manufacture”  and  “process”  do  not  lend  themselves  to  any  simple, 
all-inclusive  definition  or  explanation.  It  may  be  said,  however,  that  the  manufacture  of  goods 
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